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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.]
Examination in Accounting Theory and Practice—Part II
November 16, 1934, 1.30 P. M. to 6.30 P. M.
Solve all problems.
No. 2 (20 points):
The following accounts covering the year 1933 are submitted by The Electric 








Unbilled contracts........................................................... 38,000 $353,500
Fixed assets:
Factory equipment......................................................... $164,000
Less: reserve for depreciation................................... 33,000 131,000
Patents, less amortization................................................. 75,000




Accounts payable............................................................ $ 80,800
Salesmen’s commissions................................................. 9,500
Accrued wages................................................................. 2,700 $ 93,000
Six per cent preferred..................................................... $200,000
Common........................................................................... 50,000 250,000
Earned surplus:
Balance, January 1st...................................................... $102,000
Net profit for 1933.......................................................... 140,000
$242,000









Inspection contracts....................................................... 50,000 $393,000
Cost of contracts:
Materials, labor and factory overhead: 
Installation contracts............................................. $131,250
Repair service.............................................................. 20,000
Inspection contracts................................................... 10,000 $161,250
Gross profit on contracts........................................... $231,750
Selling expenses................................................................... $ 60,000
General and administrative expenses.......................... 38,750 98,750
$133,000
Other income........................................................................ 7,000
Net profit for year...................................................... $140,000
Additional information is procured as follows:
1. Accounts receivable segregation: 
Completed contracts—current............................................ $110,000
Completed contracts—due July 1, 1935..................................... 25,000
Due from officers and employees—current................................ 7,000
Uncompleted installation contracts—billed............................... 75,000
Overdrawn salesmen’s accounts.................................................. 2,000
Stockholders’ subscription, represented by demand note re­
ceivable, dated March 1, 1928............................................. 7,500
Contract balance, past due, secured by customer bank stock, 
face value $12,000 not marketable...................................... 11,000
$237,500
2. Preferred dividend for half year ended December 31, 1933, de­
clared December 15, 1933, payable January 15, 1934.
3. Installation contracts are not collectible until completed.
4. The cost of installation contracts equals 50% of the installation 
contract income.
5. Uncompleted installation contracts (billed in 1932), one-half
completed at December 31, 1932 ............................................... $ 75,000
6. Uncompleted installation contracts, one-third completed at 
December 31, 1933 and fully billed to customers........... 75,000
7. Unbilled contracts, no work thereon at December 31, 1933.... 38,000
8. Inspection service contracts are billed annually in advance, the 
charges being of uniform amount each month. The billings 
in 1932 were the same as in 1933.
9. Federal and state taxes are estimated to equal 17½% of the net 
profits. The change in the method of accruing income need 
not be considered.
Prepare the adjusted balance-sheet and profit-and-loss account, also a sur­
plus account showing the adjustments thereto.
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Solution: Exhibit “A"
The Electric Company 






Due from officers and employees.......................................... 7,000
Accounts receivable—due July 1, 1935............................... 25,000
Uncompleted contracts:
Installation contracts in process....................................... $ 75,000
Less: reserve for uncompleted contracts......................... 50,000 25,000
Prepaid expenses:
Prepaid insurance, commissions, etc................................ $ 13,500
Advances to salesmen........................................................ 2,000 15,500
Stockholders’subscriptions................................................... 7,500
(Demand note dated March 1, 1928)
Factory equipment................................................................. $164,000
Less: reserve for depreciation............................................... 33,000 131,000
Patents, less amortization..................................................... 75,000
Contract balance, past due (secured by customer bank 
stock, face value $12,000, not marketable)................ $ 11,000
Less: reserve for bad debts.................................................... 11,000
$474,000
Liabilities and net worth
Current liabilities:




Reserve for income taxes................................................... 15,663 $114,663




Six per cent preferred............................... $200,000
Common......................................................... 50,000 $250,000
Surplus (exhibit “B”)...................................... 86,420 336,420
$474,000
Note.—The company has unbilled contracts, on which no work had been 
performed at December 31, 1933, in the amount of $38,000.
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Exhibit “ B ”
The Electric Company
Statement of surplus account for the year ended December 31, 1933
Balance, per books, January 1, 1933................................... $102,000
Deduct:
Dividends paid on preferred stock for the six months 
ended December 31, 1932.......................................... $ 6,000
Provision for possible loss on the past due contract 
balance.......................................................................... 11,000
Adjustment of income on contracts billed in 1932 which 
were one-half completed at December 31, 1932.... 37,500
Provision for reserve for unearned income on inspection 
service contracts.......................................................... 22,917 77,417
Adjusted balance, January 1, 1933...................................... $ 24,583




Dividends paid on preferred stock for the six months 
ended:
June 30, 1933..................................................... $6,000
December 31, 1933........................................... 6,000 $ 12,000
15,663 27,663Provision for federal and state income taxes..................
Balance, December 31, 1933......... . ...................................... $ 86,420
Exhibit “C” 
The Electric Company
Statement of profit and loss for the year ended December 31, 1933
Income from contracts..................
Installation Repair Inspection 
contracts service contracts Total 
$262,500 $30,000 $50,000 $342,500
Materials, labor and factory over­
head .......................................... 131,250 20,000 10,000 161,250






Net profit from operations.................................................. $ 82,500
Other income......................................................................... 7,000
Net profit for the year, before provision for income taxes $ 89,500
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Explanatory adjusting entries 
(1)
Completed contracts—current.............................................. $110,000
Completed contracts—due July 1, 1935............................. 25,000
Due from officers and employees—current......................... 7,000
Uncompleted installation contracts—billed....................... 75,000
Overdrawn salesmen’s accounts........................................... 2,000
Stockholders’ subscriptions................................................... 7,500
Contract balance, past due................................................... 11,000
Accounts receivable........................................................ $237,500
To distribute the balance carried as accounts receivable.
(2)
Surplus (dividends)................................................................ $ 6,000
Dividend payable on preferred stock (January 15, 
1934)......................................................................... $ 6,000
To record the dividend declared on the $200,000 pre­
ferred stock (6%) for the half year ended December 31, 
1933; payable on January 15, 1934,. See minutes of 
directors’ meeting, December 15, 1933. (Note—This 
charge is made directly to the surplus account, inasmuch 
as the dividend paid account shows a charge for the full 
year. Theoretically, this debit should be to dividends 
paid account, and a correcting entry for $6,000 should 
be made to transfer to surplus the dividend paid during 
1933 which, apparently, was declared in 1932 for the 
half year ended December 31, 1932.)
(3)
Surplus..................................................................................... $ 11,000
Reserve for bad debts.................................................... $ 11,000
To provide for possible loss on the past due contract 
balance, secured by customer bank stock (not mar­
ketable). (Note—It is not known when this account 
arose. As the company does not use the reserve basis 
in providing for uncollectible accounts, and as sufficient 
information is not available to determine whether the 
account is deductible for tax purposes, the write-off is 
made to surplus, rather than to income for 1933.)
(4) 
Surplus..................................................................................... $ 37,500
Income from contracts—installation........................... $ 37,500
To charge surplus and to credit current income with 
one-half of the installations which were billed in 1932, 
but which were only one-half completed at December 
31, 1932.
(5)
Income from contracts—installation................................... $ 50,000
Reserve for uncompleted contracts.............................. $ 50,000
To transfer from the income account to a reserve ac­
count, the uncompleted portion (2/3) at December 31, 
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1933, of the contracts for installation fully billed to 
customers.
(6)
Income from contracts—installation................................... $ 38,000
Unbilled contracts.......................................................... $ 38,000
To reverse the charges for unbilled contracts, on which
no work had been performed at December 31, 1933.
(7)
Surplus...................................................................................... $ 22,917
Reserve for unearned income on inspection service 
contracts................................................................... $ 22,917
To charge surplus and to set up a reserve for services 
billed but not yet rendered on the inspection service 
contracts. (Note—The charges were uniform in 
amount each month for both 1932 and 1933. Hence, on 
the contracts in force at December 31, 1932, and also, at 
December 31, 1933, there was unearned income of 
$22,917. On the contracts billed January 1st, the full 
year’s service has been rendered. Those billed Febru­
ary 1st would still have one month’s service credit at De­
cember 31st; those billed March 1st, two months’ credit; 
etc. As the monthly charge is $4,166.67, ($50,000÷ 
12), the amount of the necessary reserve may be com­
puted as follows)
February (1/12 of $4,166.67).................. $ 347.22
December (11/12 of $4,166.67).............. 3,819.45
Total....................................................... $ 4,166.67
Average (divide by 2).......................... $ 2,083.33
Multiply by number of periods..........  11
Total unearned income........................ $22,917.00
(8)
Surplus......................................................................................
Reserve for income taxes...............................................
$ 15,663
$ 15,663
To provide for federal and state income taxes for the 
year 1933 as follows:
Profit per books............................................ $140,000
Adjustments:
Entry No. 4............................................... 37,500
Total....................................................... $177,500
Deduct:
Entry No. 5............................... $50,000
Entry No. 6............................... 38,000 88,000
Adjusted income........................................... $ 89,500
Tax (17½% thereof).................................... $15,663
(Note.—The problem states that the change in the 
method of accruing income need not be considered.)
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No. 3 (10 points):




Dividends payable.... $ ............
Other liabilities..............  500,000
Common stock............... 500,000
6% preferred stock.... 300,000
8% preferred stock. ... 200,000
Surplus..... 100,000
$1,600,000 $1,600,000
The 6% stock is cumulative, the 8% stock is non-cumulative, and both par­
ticipate equally in the remaining surplus profits by being entitled to an extra 
dividend equal to the excess of any common dividends rate over and above 6% 
per annum.
A. Compute the book value per share for each class of stock in the following 
cases:
1. Current year’s dividends unpaid.
2. Dividends unpaid for two years.
3. Dividends unpaid for three years.
B. What dividends could legally be declared to the various classes of stock­
holders, assuming that the 6% stock is non-participating, the 8% stock is par­
ticipating on the basis stated and no dividends are in arrears?
Solution:








(1) Current year’s dividends unpaid:
Capital stock............................




$ 64,000 16,000 18,000 30,000
2/10 of $36,000.................... 7,200 7,200
3/10 of $36,000.................... 10,800 10,800
5/10 of $36,000.................... 18,000 18,000
Totals................................$100,000 $223,200 $328,800 $548,000
Book value, per share................. $ 111.60 $ 109.60 $ 109.60
(2) Dividends unpaid for two years:
Capital stock............................
Accumulated dividends for one
$200,000 $300,000 $500,000
year........................................ $ 18,000 18,000








Book value per share..................
(3) Dividends unpaid for three years: 
Capital stock.................
Accumulated dividends for two 
years..................................
Requirements for current year
Totals................................
Book value per share..................
$ 3,600 $ 3,600
5,400 $ 5,400
9,000 $ 9,000
$100,000 $219,600 $341,400 $539,000
$ 109.80 $ 113.80 $ 107.80
$200,000 $300,000 $500,000
$ 36,000 36,000
64,000 16,000 18,000 30,000
$100,000 $216,000 $354,000 $530,000
$108.00 $118.00 $106.00
(B) Computation showing what dividends could legally be declared to the 
various classes of stockholders, assuming that the 6 per cent stock is non­
participating, the 8 per cent stock is participating on the basis stated in the 





Requirements for current year... $ 64,000
Participating:
2/7 of $36,000........................... 10,286







Totals..................................... $100,000 $226,286 $318,000 $555,714
Amount of dividends which could 
be declared............................. $100,000 $ 26,286 $ 18,000 $ 55,714
No. 4 (10 points) :
At a given date the condensed balance-sheets of two firebrick companies 
were as follows:
Alpha Firebrick Co.




Current assets...............  867,000
Goodwill......................... None
shs.
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Beta Firebrick Co.
Land at cost..................
Buildings at cost, less 
depreciation...........















$ 877,000 $ 877,000
Alpha Company then bought all the assets of Beta Company, giving in 
payment $400,000 of its own stock. This purchase price included payment at 
book value for buildings, equipment and current assets, the balance being 
payment for the land. The latter contained a deposit of fireclay estimated at 
12,000,000 tons, which was the primary reason inducing Alpha Company to 
acquire the properties. It was estimated that when the clay deposit was ex­
hausted the residual land would be worth not more than $10,000 and the 
equipment and buildings would be worth nothing. The goodwill on the books 
of Beta Company had been set up in the early post-war years by a credit to 
surplus, in an attempt to set up a large investment for purposes of excess­
profits tax.
How should the properties be taken up by Alpha Corporation and what 
charges to profit and loss should be made thereafter in respect to depletion, 
depreciation and obsolescence, assuming (1) that the buildings would outlast 
the clay deposit and that the equipment would be sufficiently provided for by 
an annual provision of 10% of the cost to Alpha Company? Use straight-line 
rates, on per ton or time basis, as you think proper. Give reasons for what 
you do.
Solution:
The first point to consider in this problem is what value is to be assigned to 
the land (fireclay deposit). The problem definitely states that the buildings, 
equipment and current assets are to be taken over at book value, the balance 
(of the $400,000 of stock) being the payment for the land. If this may be 
interpreted as meaning that the stock is to be issued at par, the entry to record 





Capital stock (unissued)................................................ $400,000
To record the purchase of the above assets from the 
Beta Firebrick Company for which $400,000 of stock 
was issued in payment.
If the land were appraised, or if some valuation was placed upon it when 
purchased, such appraised or agreed upon valuation could be used in recording 
the purchase of this asset; but the excess of the appraised or agreed upon 
valuation over $150,000 should be credited to an unrealized surplus account.
The best method to provide for depletion of the land account, and for depre­
ciation of the buildings (which would have no value after the fireclay was 
exhausted), would be by use of the “production method.” That is, divide the 
cost of the asset by the number of tons (12,000,000) to get the rate per ton. 
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The periodic charge will be the number of tons produced during the period 
multiplied by the rate.
The rate per ton is shown below:
Asset Cost Per ton
Land........................................................................ $150,000
Less: residual value.............................................. 10,000 $140,000 $.01167
Buildings................................................................ $ 50,000 $.00416
The equipment should be depreciated on the basis of 10 per cent per annum 
for the problem states “that the equipment would be sufficiently provided 
for by an annual provision of 10 per cent of the cost to the Alpha Company.” 
Whether this statement can be interpreted to indicate that the 12,000,000 
tons of clay will be removed within ten years is questionable. However, 
it would be well to consider the advisability of providing at least 10 per cent 
per annum for depreciation on the buildings, if the production should fall 
below 1,200,000 tons during any one year.
The annual charge for depreciation on the equipment would be:
10% of $100,000, or $10,000
On the above assumption, the minimum charge for depreciation on the build­
ings would be:
10% of $ 50,000, or $ 5,000
No. 5 (5 points):
K Company holds a first mortgage of $25,000 and L Company a second 
mortgage of $10,000 on real estate of M Company.
M Company has defaulted in payment of one year’s interest of $1,500 on the 
K Company mortgage and assigns future rents to K Company authorizing the 
latter to manage the property as mortgagee in possession.
Six months later L Company institutes foreclosure proceedings and pending 
final sale thereunder the K Company is appointed by the court as receiver for 
rents.
How should the rents and expenses be treated in the books of K Company 
during (a) the first six months (b) the second six months? Give reasons.
Solution:
The K Company should record the interest due (if not already on the books) 
by a debit to the account of “ M Company.” Any rents collected or manage­
ment expenses paid during the six months period should be credited or charged 
against this account. At the end of the six months period, a debit balance in 
the account indicates the amount of the claim which K Company has against 
M Company. Any credit balance in the account represents the liability of 
K Company to M Company.
At the time that K Company is appointed by the court as receiver for rents 
of M Company, the balance in its account with M Company should be trans­
ferred to a new account called “ M Company in receivership ” or “ M Company 
—receivership account.”
If this balance is a credit balance, it represents an asset of the receivership 
and should be so recorded in the receivership accounts.
During the second six months the rents collected and the expenses paid (as 
authorized by the court) should be recorded in accounts called “ M Company 
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—in receivership—rents collected” and “M Company—in receivership— 
expenses paid.” The offsetting debits and credits would be cash items de­
posited in or checked out of a separate bank account.
No. 6 (5 points):
Your audit of the records of N, a bankrupt company, disclosed the following 
entries made one day before adjudication by the court.
a) Journal entry crediting the account receivable of O Company and debiting 
the account payable of O Company with $10,000 to offset accounts representing 
mutual dealings.
b) Cashbook entry applying entire bank balance of $25,000 in reduction of 
an unmatured note of $50,000 to the same bank.
c) The sale and delivery of all merchandise on hand at current market sales 
prices to P Company, holder of unmatured notes payable of the N Company 
which are personally endorsed by officers of the N Company. The merchan­
dise is delivered in full and final settlement of these notes.
Comment upon these transactions.
Solution:
As the entries were made on the books one day before adjudication, it may 
be assumed that the petition in bankruptcy had already been filed. In these 
circumstances, all of the entries are improper, unless, under (b), the right to 
apply balances on deposit was specifically granted to the bank at the time 
the loan was made.
When the trustee sues the O Company and the bank, they may plead for 
the right of off-set in their defense.
The sale and delivery of all merchandise on hand to P Company, holder of 
unmatured notes payable to the N Company is fraudulent and may be set 
aside as a preference. This transaction is also apparently in violation of the 
bulk sales act.
No. 7 (5 points):
In 1929 T Company purchased a large factory building and, to finance the 
deal, executed a purchase-money mortgage of $100,000 payable in 10 years. 
In 1933 it sold the property to U Company which deducted from the sales price 
of $150,000 the amount due on the purchase-money mortgage of $100,000.
In the course of your examination of the books of T Company for the year 
ended December 31, 1934, you find a journal entry recording the sale of the 
property.
How should the realty transaction be shown on the balance-sheet, assuming 
that there is a marked deflation in realty values and that the U Company was 
declared bankrupt on December 1, 1934?
Solution:
It would appear from the statement of the problem, that the building was 
sold subject to the mortgage of $100,000, and that the T Company was not 
released from its liability on this mortgage. Hence, the T Company will be 
liable for any deficiency when the property is sold, and a reserve should be set 
up out of surplus to provide for this contingent liability.
Assuming a conservative sales price of the property to be $75,000 I would set
up the facts in the balance-sheet as follows:
Liability on purchase-money mortgage.................................. $100,000
Less: estimated recovery on sale of property....................... 75,000
Reserve for possible loss............................................................ $25,000
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No. 8 (5 points):
The Island Syndicate offers to build a bridge across The Narrows at a cost of 
$20,000,000 and to accept in payment the city’s 4% bonds, redeemable in 25 
years, interest payable semi-annually. The annual maintenance charges are 
estimated at $50,000 a year. It is proposed to charge tolls—5 cents for foot 
passengers and 50 cents for vehicles. Based on these charges and assuming a 
ratio of foot passengers to vehicles of 1 to 20, how many tolls of each class would 
be necessary each year in order to provide for maintenance, interest and a 
sinking fund (earning the same rate of interest as the bonds) sufficient to retire 
the bonds at maturity? The amount of $1 after 50 interest periods is $2,692.
Solution:
The annual sinking fund contribution to retire the bonds at maturity may
be computed as follows:
The amount of $1 for 50 interest periods at 2% is............. $2,692
Deduct.......................................................................................... 1.000 to obtain
The compound interest of........................................................ $1.692
The compound interest divided by the rate, or $1,692÷.02=$84.6 the
amount of an annuity of $1.
The semi-annual sinking fund contribution may be obtained 
by $20,000,000.00 ÷$84.6=................................................ $236,406.62
Multiply by 2 to obtain the annual charge, or............................ $472,813.24
The annual cost is tabulated below: 
Sinking-fund contributions................................................ $ 472,813.24
Maintenance charges.............................................................. 50,000.00
Interest charges (4% of $20,000,000).................................. 800,000.00
Total..................................................................................... $1,322,813.24
For every foot passenger producing................................................... $ .05
Twenty automobiles will produce (20X50¢)................................... 10.00
Total...............................................................................................  $ 10.05
Then $1,322,813.24÷$10.05=............................................................ $131,623










No. 9 (5 points):
On January 1, 1930, the V Company issued $1,000,000 bonds at 95. In 
terms of the issue $200,000 are to be retired on January 1, 1933, and $500,000 
by annual amounts of $100,000 on January 1st of each of the five years next
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succeeding, the balance of $300,000 to be retired on January 1, 1939. Prepare 






Year outstanding Fraction per year
1930................ $1,000,000 10/63 $ 7,936.51
1931................ 1,000,000 10/63 7,936.51
1932................ 1,000,000 10/63 7,936.51
1933................ 800,000 8/63 6,349.21
1934................ 700,000 7/63 5,555.56
1935................ 600,000 6/63 4,761.90
1936................ 500,000 5/63 3,968.25
1937................ 400,000 4/63 3,174.60
1938................ 300,000 3/63 2,380.95
Totals......... $6,300,000 63/63 $50,000.00
No. 10 (5 points):
In the course of your examination of the accounts of the Grander Company, 
Incorporated, you find that the company entered into certain irregular trans­
actions. The company may be liable for damages as a consequence of the 
first of these transactions, while in the second it has performed a contract which 
is voidable by the other party who appears on the company’s books as a debtor 
for the agreed contract price. In the third place certain ultra-vires transac­
tions have been fully completed on both sides but others are still open, the 
company including in its book debts the amount due from the second party 
arising out of these transactions.
How would you deal with the foregoing transactions in your report?
Solution:
The auditor should discuss the transactions with officials of the company and 
suggest that reserves be set aside, as follows:
In the first case, a reserve for the amount of possible damages.
In the second case, an addition to the reserve for uncollectible accounts in the 
amount of the possible loss should the debtor void the contract.
In the third case, an addition to the reserve for uncollectible accounts in the 
amount of the open book debts, if under the statutes of the state or states, 
ultra vires may be pleaded as a defense. In some states, it may not be so 
pleaded. Generally, ultra vires is not a defense in completed transac­
tions. However, if it should be in these cases, the reserve should be in­
creased accordingly. The auditor should obtain legal opinions on these 
points.
If the officials of the company do not agree to reserve against these transac­
tions, the auditor should qualify his certificate accordingly.
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